Web Appendix A: Accuracy of Firm Illegality Data from ES Surveys
Questions on bribes and tax evasion were phrased indirectly in the ES surveys. Consistent with established and approved survey methods, the firms were asked about the behavior of a typical firm rather than the firm itself, to avoid implicating the respondent firm with illegal activity. This type of indirect questioning where subjects are asked about likely responses of a "typical subject" has been used extensively in other fields such as psychology, marketing, and criminology to counter social desirability bias where respondents over-report good behavior and underreport bad behavior. Other corruption studies (e.g. Azfar and Murrell, 2009 and Clausen, Kraay, and Murrell, 2010) have shown that respondent reticence is less of a factor with indirect questioning where the respondent is not implicated in personal wrongdoing.
1 Overall, the mean response rate in the Enterprise Surveys is over 50% which is superior to most other survey based studies in finance that typically report response rates between 7% -9%.
2
Other established survey methods were also used to increase data accuracy. Corruptionrelated questions were asked at the end of the interview when the interviewers had presumably established credibility and trust with the respondent and multiple questions were asked on bribe payments. In addition, we performed survey reliability tests by examining answers to the questions across two different points in time or across an equivalent set of firms. Specifically, for a smaller sample of countries (the BEEPS sample which is discussed in detail in the following section) we have additional variables on bribe payments and responses from surveys implemented in 2002 and 2005. We find the responses to be highly correlated across the two 1 Fisher (1993) and Johansson-Stenman and Martinsson (2006) show that indirect questions elicit more honest responses to normative statements than direct questions. Other studies show that indirect questioning yields a better reflection of what people actually did when they were not being scrutinized by an interviewer (e.g. Lusk and Norwood, 2009a; 2009b) and that people's predictions of others were a significantly more accurate predictor of actual future behavior than people's statements about themselves (Epley and Dunning, 2000) . 2 See, for example, Harvey (2001), Brav, Graham, Harvey and Michaely (2005) , Graham, Harvey, and Rajgopal (2005) , and Lins, Servaes, and Tufano (2010) , and Campello, Giambona, Graham, and Harvey (2011 Finally, the use of self-reported measures to study criminal behavior is very common in criminology. Several researchers (e.g. Chaiken and Chaiken, 1982; Mande and English, 1987; Homey and Marshall, 1991) have shown that self-reports used to estimate the prevalence and frequency of offending among incarcerated adults provide more detailed data than do police and court records and cross-validation of these self-reports with formal records indicates a reasonable degree of validity in the responses of adult inmates (Marquis and Ebener, 1981) . Junger-Tas and
Marshall (1999) report that despite problems related to sampling and international data collection methods, the reliability and validity of data from self-report surveys are higher than for police data collected within each particular country.
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Web Appendix B: Corruption as a tax on Innovation -Alternate Innovation Indicators
The regression model estimated is the same as in Col. 2 of Foreign Ownership is a dummy variable that takes the value 1 if the firm is foreign owned and 0 otherwise. Exporter is a dummy variable that takes the value 1 if the firm is an exporter and 0 if it is a non-exporter. Firm Location is one of five dummy variables for Capital City (reference category), Other city of over 1 million population, City of 250,000-1million, City of 50,000-250,000 and Town or Location with less than 50,000 population. In cols 1-3, we use OLS, in col. 4, we use logit estimation and in col.5 we use two-limit tobit specification. All standard errors are clustered at the country level. 
